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Institute Examination in Law
By Spencer Gordon
[The following answers to the questions set by the board of examiners of the
American Institute of Accountants at the examinations of May, 1928, have
been prepared at the request of The Journal of Accountancy. These
answers have not been reviewed by the board of examiners and are in no way
official. They represent merely the personal opinions of the author.—Editor,

The Journal

of

Accountancy.]

EXAMINATION IN COMMERCIAL LAW
May 18, 1928, 9 A. M. to 12:30 P. M.
Answer no more than ten questions as directed.
Give reasons for all answers.
NEGOTIABLE INSTRUMENTS

Answer three questions
No. 1. Is it necessary that a promissory note contain the words “for value
received” or other words expressing consideration in order that the note be
negotiable?
Answer:
No. A promissory note imports consideration and words expressing consid
eration are therefore unnecessary.

No. 2. X represents to Y that he is soliciting money for a charity and suc
ceeds in getting Y to draw a cheque payable to X for $100. X endorses the
cheque to A, an innocent third party, who has no notice of any defenses. X
receives from A for the cheque $100, which X keeps. X, as a matter of fact,
did not represent the charity. After the cheque has passed to A, Y learns that
he has been defrauded by X, and he therefore stops payment on the cheque.
The bank on which the cheque is drawn does not pay the cheque when it is pre
sented by A. A sues Y on the cheque, and Y defends on the ground that the
cheque was originally obtained from Y by fraud. Is the defense valid?
Answer:
The defense is not valid. A, having received the cheque for value without
notice of any defenses, takes it free from such a defense as that interposed by
Y.

No. 3. In the preceding question assume that Y, after the transactions
mentioned and before suit is filed, becomes insolvent so that it will be futile for
A to try to collect anything from him. If such were the case, could A recover
from the bank on which the cheque was drawn?
Answer:
No. The negotiable-instruments law provides: “A cheque of itself does not
operate as an assignment of any part of the funds to the credit of the drawer
with the bank, and the bank is not liable to the holder unless and until it ac
cepts or certifies the cheque.”

No. 4. A negotiable promissory note is expressed to be payable to the order
of X six months after date. Through error A, the maker of the note, fails to
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date it “January 1, 1927,” the date on which it was given. X fills in “July 31,
1926” as the date, and on January 15, 1927, endorses the note to B, who is a
bona-fide purchaser of the note for value without notice that there is anything
wrong with the note. B, on February 1, 1927, presents the note to A for pay
ment. A refuses to pay. On February 15, 1927, B sues A, who defends on the
ground that his obligation is not due until six months after January 1, 1927. Is
the defense valid?
Answer:
The defense is not valid. B was a holder in due course. The negotiableinstruments law provides that the insertion of a wrong date in an instrument
which is issued undated but which is payable at a fixed period after date does
not avoid the instrument in the hands of a subsequent holder in due course; but
as to him the date so inserted is to be regarded as the true date.
CONTRACTS

Answer two questions
No. 5. August 1, 1927, A in Baltimore by letter to B in New York offers to
sell to B five hundred bushels of potatoes. The price, description, terms and
place of delivery are all set forth in the letter and are sufficiently definite for a
contract. On August 2, 1927, the price of potatoes rises, and A wires B that he
revokes his offer of August 1, 1927. A few minutes before receiving this wire
B had put in the mail a letter to A properly addressed and stamped in which he
accepted A’s offer. A does not receive this letter from B until after B has re
ceived A’s wire. Was there a contract between A and B?
Answer:
There was a contract between A and B. Where an offer is made by mail, it
is implied, in the absence of notice of revocation reaching the party receiving
the offer before its acceptance, that the writer continues willing to contract
down to the time that the other party may, with due diligence, accept the
proposition, and in such cases the latter may use the same medium to express
his assent. The contract is made when the letter of acceptance is mailed.

No. 6. A owes B $500. There is no dispute as to the amount owed or as to
A’s liability to pay the $500 to B. A pays B $300, and B gives to A a receipt
for the $300 in which he states that he accepts the $300 in full discharge of A’s
obligation to pay the $500. Later B sues A for the remaining $200. Can he
recover?
Answer:
Yes, B can recover. B’s agreement that he accepts $300 in full discharge
must be supported by a valid consideration in order that it be a valid release of
his claim against A. Payment by A of $300, which is less than he admittedly
owed, is not a valid consideration for he was already bound to pay this amount
and more.

No. 7. A in writing offers to sell to B three dozen hats. The description of
the hats, the price of them and the terms of the proposed sale are all set forth
in the offer and are all sufficiently definite for a contract. A also states in the
offer as follows:
“I agree that this offer will remain open for two weeks and that I
can not revoke it until the expiration of that time.”
At the end of one week A writes B that he revokes the offer. In reply B writes
to A that he accepts the offer to sell as stated in A’s original letter. This letter
is received by A before the expiration of the two weeks. Was there a contract?
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Answer:
There was no contract. A’s agreement that his offer remain open for two
weeks is not supported by any consideration. A therefore could revoke his
offer before the expiration of two weeks. A did this and his revocation was
received by B before B accepted A’s offer.
CORPORATIONS

No. 8.

Answer both questions
(a) What is a cumulative dividend?
(b) What is a de facto corporation?
(c) What is a de jure corporation?

Answer:
(a) Where the contract of the preferred stockholder provides that its holder
shall be entitled to cumulative dividends of a certain percentage, this means
that the holder has a right to have paid any arrearages of dividends for previous
years before any dividends whatever may be paid to the holders of the common
stock.
(b) A de facto corporation is one which exists in fact from the fact of its acting
as such though not in law or of right a corporation. It is essential to the exist
ence of a de facto corporation that there be (1) a valid law under which a corpo
ration with the powers assumed might be incorporated; (2) a bona-fide attempt
to organize a corporation under such law; and (3) an actual exercise of corpo
rate powers.
(c) A corporation de j ure is a corporation which in all respects is legal; a body
which has a right to corporate existence, and to exercise corporate powers, of
which it can not be deprived, even by the state in a direct proceeding, contrary
to the terms of its charter.

No. 9. Has a corporation, without express statutory authority to do so, the
power to purchase and hold the stock of another corporation, assuming, of
course, that there is no statute expressly prohibiting the corporation from doing
this?
Answer:
The general rule in the United States is that a corporation has no power to
purchase and hold the stock of another corporation unless this power is granted
by a statute. The power, may, however, arise by implication and may, there
fore, be exercised when necessary to the exercise of its granted powers, or when
reasonably necessary in order to carry out the objects of the corporation. Al
though purchasing shares be not within the course of the business of a corpora
tion in ordinary circumstances, it may be entirely proper in exceptional cir
cumstances. Thus, every corporation, irrespective of the nature of its busi
ness, would have a right to receive shares given in payment of, or as security
for, a claim which is in danger of proving worthless through insolvency of the
debtor.
PARTNERSHIP

Answer one question
No. 10. Jones, Smith and Brown are partners engaged in the business of
buying and selling real estate. The name of the firm is “Jones, Smith &
Brown.” Brown resigns and a new firm is formed composed of Jones and
Smith, but the new firm continues to use as its firm name the name of “Jones,
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Smith & Brown.” People who had been trading with the old firm were not
notified of the dissolution. Six months later X, a person who had been trading
with the original firm for a number of years prior to its dissolution and who did
not know of its dissolution, entered into a contract with Jones on behalf of the
new firm “Jones, Smith & Brown.” The contract was breached by the new
firm “Jones, Smith & Brown ” and X was damaged. Can X hold Jones, Smith
and Brown individually responsible, or can he simply hold Jones and Smith
individually?
Answer:
X can hold Jones, Smith and Brown individually for the damages he has
suffered for breach of contract. Brown was held out to the public as a member
of the firm and X who had no reason to believe he had ceased to be a member of
the firm can hold him responsible as well as the two members of the new firm.

No. 11. (a) If no time is expressly or impliedly specified in the articles of
partnership for the time that the partnership will last, when may the partner
ship be terminated?
(b) Whenever a partner retires or a new one is admitted to the firm, does that
operate to dissolve the existing partnership and cause the formation of a new
partnership?

Answer:
(a) Where no time is specified (expressly or impliedly) for the duration of a
partnership, the partnership may be terminated at the will of any member.
(b) When a partner retires or a new one is admitted to the firm that effects a
dissolution of the old partnership and the formation of a new one.
FEDERAL INCOME TAX

Answer both questions
No. 12. A buys a house in 1916 for the purpose of living in it as a home.
In 1927 he sells the house for $5,000 less than it originally cost him. Can he
deduct this $5,000 from his gross income in order to determine his net income
for the year 1927?

Answer:
The loss of $5,000 is not deductible under the provisions of the income-tax
law for the house was bought to be used as a home by its purchaser. The loss
was not one arising from fires, storms, shipwreck or other casualty or from theft,
nor was it incurred in a trade or business or in a transaction entered into for
profit.

No. 13. (a) How are partnerships taxed under the revenue act of 1926?
(b) Summarize the provisions of the 1926 revenue act relating to losses al
lowed individuals as deductions.
Answer:
(a) Partnerships as such are not taxed under the 1926 act. They are re
quired to make returns of their income, however. The partners are taxable
upon their distributive shares of the net income of such partnership, whether
distributed or not, and are required to include such distributive shares in their
return.
(b) Individuals are allowed deductions for:
(1) Losses sustained during the taxable year and not compensated for by
insurance or otherwise, if incurred in trade or business.
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(2) Losses sustained during the taxable year and not compensated for by in
surance or otherwise, if incurred in any transaction entered into for profit
though not connected with the trade or business. (However, in the case of a
non-resident alien individual this deduction will be allowed only if the profit, if
such transaction had resulted in a profit, would be taxable).
Under this provision of the law no deduction is allowed for any loss claimed
to have been sustained in any sale or other disposition of shares of stock or se
curities where it appears that within thirty days before or after the date of such
sale the taxpayer has acquired (otherwise than by bequest or inheritance) or has
entered into a contract or option to acquire substantially identical property, and
the property so acquired is held by the taxpayer for any period after such sale or
other disposition. If such acquisition or the contract or option to acquire is to
the extent of part only of substantially identical property, then only a propor
tionate part of the loss will be disallowed.
(3) Losses sustained during the taxable year on property not connected with
the trade or business (but in the case of a non-resident alien individual only
property within the United States) if arising from fires, storms, shipwreck or
other casualty or from theft and if not compensated for by insurance or other
wise.
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